SHL GHFSHRE INC
| BLA 97-120 Deci ded Decenber 18, 1997

Appeal froma Decision of the Mneral s Minagenent Servi ce denying a
transportation all onance for drilling platformcosts. ME 94-0263- CCS.

Rever sed.

1 M neral s Managenent Service: General ly--Mneral s
Managenent Service: Appeals to Drector--Ql and Gas:
General ly--Regul ations: Interpretation

The fact that a conpressor and other gas transportation
equi prent installed on a floating drilling platform
required a defined increase in the platforms size
entitled a Federal gas | essee to clai mthe enl ar genent
was an integral part of a transportation system
entitled to an all onance under 30 CF. R § 206. 157.

APPEARANCES. Mchael E (oney, Esg., New Ol eans, Louisiana, for Shell
Gfshore Inc.; Howard W Chal ker, Esq., Gfice of the Solicitor, US
Departnent of the Interior, Washington, DG for Mneral s Managenent
Servi ce.

(PN ON BY ADM N STRATI VE JUDEE ARNESS

Shell Gfshore Inc. (Shell), an affiliate of Shell QI Gonpany, has
appeal ed froma Septenber 9, 1996, Decision of the Acting Associ ate
Drector for Policy and Managenent |nprovenent, Mneral s Managenent Service
(MVB), denying a transportation al | onance agai nst the val ue of of fshore
natural gas production for royalty conputation.

Shell clained to be entitled to an all owance for part of the capital
costs of the Auger drilling platformneeded to support Shell's conpressor
and ot her nachi nes used to nove gas fromthe platformto narket. The Auger
platform situated off the Loui siana and Texas coasts in the Qi f of
Mexi co, is called a "tension leg platform™ and described as a "vertically
noor ed, buoyant structural systemwhere the excess buoyancy of the
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platformnai ntains tension in the nooring system"” (Satenent of reasons
(SR at 1, SSREX. Cat 2.) The MVB Decision rejected Shell's claimfor
an allonance for platformcosts, finding that M has never "approved an

al l onance for costs incurred by a | essee for offshore platformconstruction
because such costs are necessary for production and narketing. There is no
basis in the record to depart fromthat policy here." (Decision at 8, 9.)

The Auger platformand servicing gas |ine running to shore
distribution installations are owned and operated by Shell Q| Conpany
affiliates, sothat 30 CF. R § 206.157(b)(2), governing transactions not
conducted at arns length, applies here. See SCRat 3, 4; M Answer at 1.

In support of a clained entitlenent to include drilling platformcosts in
a transportation all onance, Shell explains that the Auger platformfloats
hi gh over deep water; the inportance of this fact is enphasi zed in
affidavits fromtwo Shell engineers submitted to establish the factual
predi cate upon which this appeal rests, which is that: "Uhlike
conventional fixed shelf structures, atension leg platformis a buoyant
floating structure which supports the weight of equi prent | oad by hul |
buoyancy.” (SOREx. Bat 2 (Afidavit of David A Hiete).) It is further
expl ai ned that because the platformfloats |ike an anchored boat, "the
Auger gas transportation facilities were a specific and direct part of the
design requirenents for the [platfornj. The weight of these gas
transportation facilities caused an increase in the size of the
[platform.” (SOREx. Aat 3 (Affidavit of Carl M Wbb I11).)

Arguing that the platformcoul d have been snall er and | ess costly

w t hout accommodati ons for the gas |ine equi pnent there in place, Shell
contends that the MVB Deci sion denying the clained al | onance is
inconsistent with undisputed facts stated by Shell's engi neers concer ni ng
the unique nature of the floating platform the SOR urges that "M has
incorrectly inplied a rational e associated wth a fixed structure in

shal lowwater to a floating [tension |eg platforn} located in deep water."
(SIRat 11.) Shell distinguishes fixed structures fromthe Auger
platform stating that the MVB position woul d be sustainabl e for those
sinpl er platforns because "there is no added cal cul abl e i ncrenental cost
associated wth furnishing [such a platforn) since the structure is al ready
desi gned for bearing and acconmodating a drilling rig." 1d. As a natter
of fact, Shell states, the cost of additional space needed to fl oat
transportation equi prent on the Auger platform(called "displ acenent” by
Shell) can and shoul d be all oned as part of the transportation al | onance
because of the causal connection denonstrated by the pl atformdesign as
expl ained by Shell's engineers. (SRat 15.)

Shell cites 30 CF. R 8§ 206.156(a) in support of a contention that M&
nay not deny transportation costs that have a reasonabl e basis in fact, but
that, once reasonabl e actual costs are proved, "MVB nust apply its own
regulations [at 30 CF.R § 207.157(b)] to determne how nuch the al | onance
should be.” (SRat 12.) Shell concludes that "[e]very one of the itens
whi ch caused the need for enhanced size and buoyancy has been specifically
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found to be transportation related. To allege that the physical space
needed to support, place and | ocate themis not "integral' is factually
preposterous.” 1d. Except for the pipeline itself, the other itens
nentioned by Shell include conpressors, a riser skid, and extraction and
dehydration equipnent. Al these other itens were all oned by MVB for
deduct i on.

The quoted use by Shell of the word "integral” refers to 30 CF. R §
206. 157(b), the regul ation relied upon by the M Deci sion to deny
al l onance of Shell's platformcosts: The rul e defines all owabl e capital
costs, pertinently, as "costs for depreciabl e fixed assets (including costs
of delivery and installation of capital equipnent) which are an integral
part of the transportation system” Id. The M also relies on this rule,
arguing that the cost of enlarging the Auger platformto accommodat e the
conpressor and other transportation equi pnent was not "integral™ to the
transportation system as 30 CF. R 8§ 206.157(b) requires if an al | onance
is to be nade.

The MVG agrees that, under 30 CF. R 88 206.156 and 206. 157, a gas
| essee is allowed a deduction for reasonabl e actual transportation costs.
Nonet hel ess, the fact that a gas production systemis in sone way rel ated
to gas transportati on does not, according to M5, necessarily entitle a
| essee to a deduction. An exanpl e given by M of such a cost that was not
all oned appears in Phillips Petroleum@., 109 IBLA 4, 13 (1989), where the
cost of constructing gathering Iines to nove gas to a central |ocation to
facilitate further transportation was disallowed. As noted by MB, this
hol ding fol l oned The Texas (., 64 Interior Dec. 76, 80 (1957), anot her
opinion that denied a royalty deduction after finding "the cost of
gathering the gas fromthe wells and transporting it to the point of sale
inthe field is deened to be one of the ordinary incidents of |ease
operation.”

The MMB Decision rejected Shell's argunent that costs reasonabl y
linked to transportation could be credited as a transportation al | onance;
ME found that "all costs incurred in the production phase of operations
are borne by the | essee al one and are not chargeabl e agai nst the | essor."
(Decision at 6.) It was determned that Shell's drilling platformshoul d
"be capabl e of supporting all equi prent needed for produci ng the gas and
naking it ready for narket” and the cost of the platformwas allocated to
production rather than to transportation. (Decisionat 7.) FHnaly, M&
found that platformcosts have never before been treated as a reasonabl e
actual transportation cost and refused to make an exception for the
floating platformbuilt inthis case. (Decision at 8.)

The conflict between the positions taken by MM and Shel | poses the
guestion whether MVB was correct in finding that Shell's drilling platform
costs could not be deducted fromroyalty val ue under 30 CF.R §

206. 157(b). The parties agree that the sol e i ssue on appeal is whet her
sone of the cost of building the Auger platformis deductible fromroyalty
val ue.
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[1] Thisis ultimately a question of fact. The parties agree that
the rules at 30 CF. R 88 206.156 and 206. 157 apply in this case, and that
costs are allowable if they are attributable to an integral part of a
transportation system |In this case, the gas line running fromthe
platformis conceded to be part of such a system as are the conpressor and
associ at ed equi prent for which a deduction has already been allowed. It is
accepted as fact that the Auger platformwoul d have been smal | er and | ess
costly by a specifically cal cul ated anount if the conpressor and ot her
transportation machinery were not required to be there. The effect of the
equi prent on the platformhas been identified in terns of the water
di spl acenent it causes, and there is no other place to put the nachi nery;
if it istowork, it nust be kept on the platform Wiile MW has not
allocated drilling platformcosts to transportation in the past, there is
no showng that any prior drilling platform in addition to providing a
place to drill, al so needed to be constructed and desi gned specifically to
support an associated transport facility. Ulike the situation in the
Phillips and The Texas (. cases cited by MM the floating platform
described by Shell's engineers is a construction that is clearly not one of
the ordinary incidents of |ease operation. It is a conplex and unusual
structure that nust be evaluated for what it is.

The word "integral,” used by the MVB rul e defining all onabl e capital
costs, is an adjective nodifying the phrase "part of the transportation

system” "Integral" is defined by The Arerican Heritage O ctionary of the
Engl i sh Language, Houghton Mfflin Gonpany (1976), to nean, "Essential for
conpl etion; necessary to the whol e; constituent.” Qven the facts of this

case, it is an inescapabl e conclusion that the cost of building additional
buoyancy capacity to carry the transportation equi pnent fixed to the Auger
platformwas incurred for transportation purposes, and that the augnented
pl atformbuoyancy is an integral part of the Auger gas transportation
system the other parts of which have al ready been approved for al |l onance
by M. Uhder the cited rules and consistent with prior cases cited by
both parties, Shell is entitled to include the cost expended on the Auger
pl at f ormneeded to buoy the conpressor and ot her transportation equi pnent
as a reasonabl e actual transportation cost under 30 CF. R § 206. 157(b)(2).

Accordingly, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the Decision
appeal ed fromis rever sed.

Franklin D Arness
Admini strative Judge

| concur:

C Randall Gant, Jr.
Admini strative Judge
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